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The global financial crisis has led to a reassessment of the role of fi-
nance in modern economies. Does the long-standing view still hold
that finance has only a positive impact on growth and development
or can financial deepening also raise the likelihood of financial tur-
moil? The debate has reached the microfinance industry after it has
experienced its first credit cycle in history: a credit boom in the pre-
crisis period was followed in 2008-2009 by a severe drop in credit.
In this paper we show that conceptually microfinance is the exact
opposite of subprime lending as the former employs credit technolo-
gies that focus on clients’ cash-flows whereas subprime lending is
based on an expected rise of the underlying asset that is financed,
i.e. the house. At the same time, microfinance has become more
similar to traditional finance by closely following the boom-bust
pattern of credit growth. This new development reflects changes in
the market environment microfinance operates in, most prominent-
ly a rising degree of competition and integration.

Die Finanzkrise loste eine Diskussion iiber die Rolle von finance in Marktwirtschaften
aus. Hat ein entwickeltes Finanzsystem wirklich nur positive Wirkungen fiir Wachstum
und Entwicklung, oder gibt es auch Gefahren? Diese Diskussion hat auch die Mikrofinan-
zierung erreicht, nicht zuletzt weil sie zum ersten Mal einen ausgeprigten Kreditzyklus
aufweist: Dem credit boom in der Vorkrisenperiode folgte ein starker Riickgang des Kre-
ditwachstums in den Krisenjahren 2008-2009. Dieser Beitrag zeigt auf der einen Seite,
dass Mikrofinanzierung zwar weitgehend gegen jene Stabilititsrisiken immun ist, die bei
der Vergabe zweitklassiger Hypothekendarlehen in den USA, dem Auslbser der globalen
Finanzkrise, entstanden. Denn die Kredittechnologie der Mikrofinanzierung setzt am
,cash-flow* des Kreditnebhmers an, wibrend subprime lending auf eine positive Wertent-
wicklung des Hauses setzte. Auf der anderen Seite jedoch ist der Mikrofinanzsektor in ei-
nem Marktumfeld, das durch zunebhmende finanzielle Integration und Wettbewerb ge-
kennzeichnet ist, den Risiken einer exzessiven Kreditvergabe in dhnlichem Masse ausge-
setzt wie der traditionelle Finanzsektor.

1. Introduction

The global financial crisis has led to a reassessment of the role of finance in modern
economies. This does not only hold for mature economies where the crisis originated (see
e.g. Trichet 20105 Bernanke 2012), but also for emerging markets and developing coun-
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tries. As a result, the long-standing view that “finance is good for growth and develop-
ment” (King/Levine 1992) has been challenged and qualified: there can be too much of a
good thing, in particular if financial deepening raises the likelihood of financial turmoil
with the associated negative impact on output and employment (see de la Torre et al.
2011; Rousseau/Wachtel 2011; Arcand et al. 2012; Cecchetti/Kharroubi 2012).

In the 1990s microfinance emerged as the most popular instrument in development fi-
nance, and in the mid-2000s, i.e. thirty years after the first modern microfinance institu-
tions had been founded in Asia and Latin America (Helms 2006), the idea that financial
inclusion brings major benefits in terms of poverty alleviation, growth and development
was almost universally embraced (for an overview see World Bank 2008). The award of
the Nobel Peace Prize for Mubammad Yunus in 2006 represented the peak of microfi-
nance popularity and recognition.

But times have changed for microfinance as well. Today, many see microfinance in a
state of crisis.! This perception is nurtured by evidence suggesting that microfinance has
failed in delivering on the promise of alleviating poverty among its clients. Modern impact
studies seem to suggest that the developmental impact of microfinance is small at best. At
the same time, there is increasing evidence of over-indebtedness among microfinance bor-
rowers, placing an additional burden on the poor. Terberger (2012, in this issue) provides
a critical review of the debate on impact and over-indebtedness.

In this paper we analyze financial stability aspects of microfinance against the back-
ground of the global financial crisis that started in 2007. In doing this, we focus on two
aspects that are said to have triggered or caused the global financial crisis,2 namely the rise
of subprime mortgage lending in the US (see for example Calomiris 2008; Gorton 2008),
and the credit boom that has characterized many mature and emerging market economies
in the pre-crisis period (IMF 2004). We raise two questions. First, is microfinance similar
to subprime lending? Second, is microfinance immune to boom-bust cycles observed in
traditional finance?

We show that conceptually microfinance is the exact opposite of subprime lending even
though both focus on target groups that do not have access to traditional banking ser-
vices. Indeed, we argue that if subprime lending had employed at least some elements of
the credit technologies characterizing micro lending, this market segment would most like-
ly not have triggered a global financial crisis. However, we also find that microfinance has
become more similar to traditional finance by closely following the boom-bust pattern of
credit growth. This new development reflects a rising degree of integration of microfi-
nance into mainstream finance. Accordingly, the peculiar characteristics of microfinance
compared to traditional finance do not protect the industry from boom-bust cycles.

The paper is structured as follows. We start with a review of arguments suggesting that
microfinance is different from traditional finance with a special emphasis on financial
crises (section 2). In section 3 we show that one of those differences, i.e. the credit tech-
nologies employed, is key for arguing that microfinance is almost the exact opposite to

1 Liitzenkirchen/Weistroffer (2012) provide a rather balanced assessment, referring to microfinance as
“an industry between crisis and advancement”.

2 Our choice reflects the research agenda pursued by the Center of Development Finance at the Frankfurt
School of Finance & Management over the last years; see Winkler (2009) on which Section 3 is based,
and Wagner (2012) as well as Wagner/Winkler (2011, 2012) who focus on the issues discussed in Sec-
tion 4.
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subprime lending. This holds despite of both forms of lending targeting poorer households
in the respective economies. In Section 4 we argue that the market environment in which
microfinance institutions (MFIs) and their clients operate has changed substantially since
the early 2000s. These changes have made microfinance more sensitive to business cycle
dynamics. As a result, microfinance — despite its continuing differences to traditional
banking — has become more vulnerable to financial turmoil. Section 5 summarizes and
concludes.

2. Microfinance, traditional finance, and financial crises

Why is microfinance different from financial services provided by traditional banks? A
first argument relates — as indicated by the term microfinance — to differences in the lot
size of financial services offered and demanded: microcredit, microsavings, microinsur-
ance, micro transfers involve smaller volumes than those offered in the traditional banking
sector (Table 1). Those size differences have economic implications as the production
functions of most financial services exhibit economies of scale which provide larger scale
transactions with a profit advantage compared to micro transactions (Helms 2006). As a
result, traditional commercial banks do not engage in microfinance transactions. This ex-
plains why — after several failed attempts to reach the target group via state-owned devel-
opment banks — in the early days of microfinance non-governmental organizations
(NGOs) emerged as the major providers of microfinance services, in those days almost ex-
clusively microcredit.

A second key difference between micro- and traditional finance, notably between micro-
credit and a traditional bank loan, relates to the peculiar credit technologies MFIs employ.
Group lending and the unconventional individual credit technology were key innova-
tions.? They have allowed MFIs to issue loans to people, poor households as well as micro
and small businesses in developing and emerging market economies, that are unable to
provide documents and assets traditional banks rely upon when providing loans to their
customers.*

Most people, however, are likely to argue that the main difference between microfi-
nance and traditional finance is the former’s developmental impact, i.e. its ability to lift
people out of poverty. This proposition is grounded in three interrelated arguments: First,
traditional banks were neither able nor willing to serve poor people. Accordingly, a lack
of access to formal financial sector services represented a major difference in opportunities
available to microbusinesses and poor households on the one hand, and medium and large
enterprises or more wealthy households on the other hand. Second, access to financial ser-
vices is important from a development point of view as the financial system performs an
allocative function in a market economy by providing funds to people with higher returns
to capital than those that deposit funds at financial intermediaries and markets (Bodie/
Merton 1995). Third, providing financial access to poor people is expected to yield sub-
stantial benefits as — following one of the most basic economic propositions, namely the
law of declining marginal returns to capital — the capital-poor can be assumed to have in-

3 From an academic point of view those technologies form the basis for the specific “economics of micro-
finance” that even justify the publication of a textbook solely devoted to the industry (Armendariz/
Morduch 2010).

4 To a signifcant extent this also reflects the fact that a large part of micro and small businesses in devel-
oping countries operate in the informal sector of the respective economies.
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vestment opportunities with high marginal returns (Karlan/Morduch 2012). These three
arguments together lead to the conclusion that providing finance to poor households will
lead to sizeable income generating effects at the individual client level, allowing them to

escape from poverty when having access to those services.

less profitable
than traditional
finance. Thus,

banks do not
know how to
serve poor peo-

Lot size Credit Development Vulnerability to
technologies impact financial turmoil
Traditional Small, medium, | Document and | Positive (finance High
finance large asset based and growth liter-
ature)
Microfinance Micro Group lending | Extraordinarily | Empirical evi-
and unconven- high (due to dence until
tional individual | high marginal 2007: basically
lending (cash- | returns of invest- | non-existent
flow and person- | ment opportuni-
ality based) ties available to
poor people)
Implication Microfinance is Traditional Microfinance Microfinance is

represents an
important tool
of development

a more stable
source of finance
than traditional

commercial ple. MFIs, em- policy finance
banks do not of- | ploying the re-
fer microfinance | spective credit
services. technologies
have to be set
up.

Table 1: Microfinance versus traditional finance — differences (Source: authors’ compila-

tion)

The success of microfinance celebrated in the mid-2000s was largely based on anecdotal
evidence suggesting that microfinance clients record substantial income gains. Further-
more, the credit technologies mentioned above had proven their ability to provide loans to
the target group with surprisingly low risk costs for the microfinance institutions (Cull et
al. 2008; O’Donohue et al. 2009). Moreover, while microfinance is still at a cost disad-
vantage compared to traditional finance involving larger volumes, good governance and
an efficient organization of the credit process have allowed for the cost-covering or even
profitable provision of services. This has been achieved by MFIs charging interest rates at
levels comparable to those charged for consumer credit by traditional banks in many
countries (Rosenberg et al. 2009).

With hindsight, however, the praise of microfinance in the years preceding the global
finance crisis also reflected the seeming absence of the downsides associated with tradi-
tional finance, most importantly the absence of financial turmoil. This represented a
fourth major difference between the industry and traditional banking as the latter was ex-
posed to several financial crises hitting many developing countries and emerging markets
in the 1980s and 1990s and undermining the positive growth effects associated with
progress in financial development (Winkler 1998; de la Torre 2011). Indeed, before the
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global financial crisis, there had been only one case of microfinance being linked to finan-
cial turmoil, namely the Bolivian financial crisis in the late 1990s (Rhyne 2001). By con-
trast, microfinance was found to be more crisis-resilient than traditional finance (Krauss/
Walter 2009; Galema et al. 2011).

The robustness and stability of microfinance seemed to be an inherent characteristic of
the industry reflecting the specific features of its credit technologies and of the target
group MFIs serve (Wagner 2012). Solvency shocks were unlikely to have a significant neg-
ative effect on portfolio quality as group lending and the unconventional individual lend-
ing technology are rather conservative in assessing the clients’ ability to pay. Under group
lending, borrowers have a clear incentive to carefully screen and monitor each other as the
continued access to credit depends on the group’s repayment record. The unconventional
individual lending technology assesses a client’s debt capacity on the basis of current cash
flow only, i.e. it neglects any potential revenues the client might gain from the new project
being financed. Thus, shocks to clients’ income have to be large for materially affecting
their ability to serve the loan. Microbusinesses rarely invest in fixed assets providing them
with a high degree of flexibility to divert their activities when business slows down. More-
over, MFI clients are usually active in the local economy and hence are less exposed to
fluctuations in the global or national economy. Finally, MFI portfolios exhibit a high de-
gree of granularity and diversification (Krauss/Walter 2009), supporting their stability in
crises times. With regard to liquidity shocks, microfinance has the advantage of represent-
ing mainly short-term lending with weekly or monthly installments. As MFIs fund them-
selves predominantly long-term via donors and international financial institutions they are
not subject to the financial instability challenges of the traditional banking sector which
transforms short-term deposits into long-term loans (Diamond/Dybvig 1983).

Against this background, microfinance seemed to be set for an “endless boom”® which
would raise the degree of financial inclusion. Given the positive impact on clients’ incomes
that could be expected according to economic theory, it is no surprise that microfinance
was seen as a decisive contribution to achieving the millennium goals (Littlefield et al.
2003) and, in the end, creating a world without poverty.

3. Microfinance and subprime lending

The global financial crisis destroyed many hopes, not only with regard to microfinance
but also those associated with the “great moderation” (Bernanke 2004), i.e. a macroeco-
nomic environment characterized by low volatility of growth and inflation. The crisis did
not originate in developing and emerging market economies, as it had been the case for
most crises in the post Bretton-Woods period. Rather, it originated in the United States,
arguably the most advanced economy. At first glance, this suggests that the crisis origin
was unrelated to issues discussed in microfinance. However, closer analysis reveals there
were at least two characteristics of the crisis that resemble conditions usually associated
with financial development in developing and emerging market countries: First, in the
years preceding the crisis the United States had run substantial and rising current account
deficits: the US had been a net importer of capital, a phenomenon which standard econo-
mic theory associates with catching-up economies, i.e. developing and emerging market
countries (Obstfeld/Rogoff 1996). Second, the subprime mortgage market that was at the

5 The phrase is borrowed from Enoch/Otker-Robe (2007).
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very heart of the first phase of the crisis can be regarded as an attempt to expand financial
access of low-income and minority US households, i.e. as a form of development finance
within the United States. Indeed, subprime lending was most pronounced among lower-
income borrowers and in lower-income neighborhoods (Table 2). In 2002, the subprime
share of home equity loans among higher-income households was only 6.7 percent while
14.4% of lower-income borrowers were using this instrument to acquire a home equity
loan. Combining the two crisis characteristics which resemble similarities to conditions in
developing economies, Reinhart/Rogoff (2008, 12) conclude that the crisis had been pre-
ceded by capital inflows to the United States which were channelled to “a developing
economy that exists within the United States’ own borders”.

Characteristic Subprime share of number of home equity loans (percent)

Borrower income!

Lower 14.4
Middle 10.5
Higher 6.7
Neighborhood income?

Lower 17.8
Middle 9.8
Higher 6.1

1 = Lower income means that the borrower*s income is less than 80 percent of the median fam-
ily income of their Metropolitan Statistical Area (MSA).

2 = Lower income means that the median family income in the local Census tract is less than
80 percent of the median of their MSA.

Table 2: Profile of Subprime Mortgage Lending (2002) (Source: Gramlich (2004))

There are several similarities between subprime lending and microcredit (McKee 2008).
Both forms of finance have been characterized as a “democratization” of credit
(Greenspan 1997, see also Gramlich 2004, and IDB 2008).6 As a result, microfinance and
subprime have been endorsed and supported by government or official interventions, in
the case of microfinance most importantly via bilateral and multilateral Development Fi-
nance Institutions (DFIs).” Moreover, both forms of finance are characterized by higher
interest rates than observed in the respective traditional sectors. As a result, microfinance
and subprime lending could only thrive in an environment of financial deregulation and
liberalization (Helms 2006; Gramlich 2007).

6 Mubammad Yunus often referred to credit as a ,human right*.

7 There is some controversy on whether government interventions played a major role in the emergence
of the subprime crisis. While Calomiris (2008) claims that these interventions — while not helpful in
general — “do not offer an adequate explanation of the ... mortgage mess in the United States”, Ter-
berger (2009) argues that implicit US government guarantees were key in attracting private capital to
the mortgage market thereby raising systemic risk (see also Kroszner 2008).
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However, there are many differences as well, in particular with regard to subprime lend-
ing and microfinance becoming a source of financial instability. First, before becoming
subprime borrowers, the respective US households had access to financial services of the
formal financial sector. By contrast, microfinance focuses on micro and small enterprises
as well as low-income households that have not had access to any formal financial sector
services before. Second, although subprime lending involved a disproportionate share of
low-income borrowers, the defining characteristic of subprime borrowers was not their in-
come level but their level of risk. Subprime lending involves elevated risk (Gramlich
2004), indicated by a relatively low credit risk score, incidences of delinquencies, foreclo-
sures or bankruptcies in the past, and a debt service-to-income ratio of 50% or greater
(Gorton 2008, 7).8 By contrast, the high level of risk is no defining characteristic in micro-
finance for the very reason that — due to their exclusion from the formal financial sector —
the level of risk of an individual client is unknown. Moreover, with increasing evidence
suggesting that MFIs run high quality loan portfolios, low-income borrowers can be re-
garded as low-risk clients if appropriate credit technologies for screening and monitoring
are employed.?

Third, and most importantly, given the high level of risk of subprime borrowers, lend-
ing was almost exclusively based on collateral, namely the house that was to be financed.
Indeed, in a nutshell, the business model of subprime lending represented a bet on rising
house prices (Gorton 2008). By contrast, the specific lending methodologies applied in mi-
crofinance focus on clients’ cash-flow and personality.1® Thus, the business model of mi-
crofinance is not a bet, it is an investment in clients.

Overall, this suggests that microfinance is fundamentally different from subprime lend-
ing in terms of target group and credit technology (Littlefield 2008). Subprime lending is
an instrument to provide risky borrowers, who may be poor at the same time, with access
to finance. Microfinance is an instrument to provide financial access for poor borrowers
who have been found to show low levels of risk. Accordingly, subprime lending and mi-
crofinance have different financial stability implications. The quality of subprime loans is
closely linked to changes in asset prices, which are volatile and are prone to boom and
bust cycles. By contrast, the quality of microfinance is closely linked to the quality of the
underlying analysis of the borrowers.

Securitization spread the risk entailed in subprime lending via markets and Structured
Investment Vehicles to the global financial system (IMF 2009). However, the securitiza-
tion of subprime loans was prone to agency problems and incentive conflicts caused by
asymmetric information (Calomiris 2008; Gorton 2008). Thus, at the heart of the US fi-
nancial crisis was a mixture of causes: an asset price boom, a lending technology based on
asset-price developments, and severe agency problems and incentive conflicts in lending it-
self. This mixture is a familiar one, as it has been the cause of financial crises in many de-
veloping and emerging market economies. The element of this crisis which came as a sur-
prise was the place of its origin. The most advanced financial system in the world, consid-
ered as the centre of the global financial system, has been showing features that were

8 There is some evidence suggesting that at a late stage of the subprime mortgage boom credit growth
was somewhat less pronounced among low-income borrowers than elsewhere (Hershaff et al. 2005).
9 As a result, high interest rates in microfinance largely reflect high transaction costs due to small lot
sizes while high interest rates in subprime lending reflected elevated risk.
10 Credit scoring techniques are rarely applied in microfinance institutions (see Schreiner/Dellien 2005).
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thought to be typical of developing and emerging market economies only (Eichengreen
2008).11 This leads us to conclude that the subprime crisis was not triggered by lending to
a “developing economy that exists within the United States”, but by reckless, collateral-
based lending as such. Microfinance is the opposite of collateral-based lending. Thus, if
mortgage lending to the poor in the United States had been based, at least partly, on cash
flow and personality analyses, it would have been unlikely that a subprime boom and bust
had emerged. This might not necessarily have guaranteed financial stability. However, the
trigger of the financial crisis most likely would have been a different one.

4. Credit booms and busts — microfinance versus traditional finance

It is a long-established stylized fact that rapid financial deepening, i.e. a credit boom, is
associated with financial turmoil followed by a severe drop in output and employment
(IMF 2004). However, the relation between boom and bust is ambiguous. Although there
is econometric evidence indicating that rapid credit growth is a highly significant predictor
of crises (Schularick/Taylor 2012), it cannot be taken for certain that every credit boom —
defined as an “episode in which credit to the private sector grows by more than during a
typical business cycle expansion” (Mendoza/Terrones 2008, 5) — leads to a crisis (Tornell/
Westermann 2002).
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Figure 1: Microfinance institutions — real credit growth, 2000 — 2009 (Source: Wagner/
Winkler (2012))

In the pre-crisis period microfinance recorded spectacular credit growth. Between 2000
and 2007 the loan portfolio of the average MFI grew by more than 30% p.a. in real terms
(Figure 1). However, there were basically no warning signals suggesting an interpretation
of this growth as an unsustainable boom that might end in a bust. There simply were no

11 Financial systems of mature economies before World War 1, in particular the US, were strongly char-
acterized by these problems, which have been intensively analyzed in the literature (Calomiris/Gorton
1991). Gorton (2008) explicitly draws parallels between panics in the 19% and early 20™ century and
the current crisis.
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hints that for the first time microfinance was mimicking patterns observed in the tradition-
al banking sector. In addition to the already mentioned reasons for believing in microfi-
nance being inherently crisis-resilient, complacency also reflected the fact that data on
credit growth for most MFIs as well as for the microfinance sector as a whole was avail-
able for one business cycle only. Thus, it was (and still is) impossible to calculate long-run,
country- and institution-specific trends of real credit growth in microfinance. However,
without a trend, there is no way to identify a boom as a deviation from trend (Mendoza/
Terrones 2008).

With hindsight, however, one could have applied more pragmatic approaches for identi-
fying credit booms, as it was done in the earlier literature on financial instability in devel-
oping countries. For example, Caprio and Klingebiel (1996) suggest to classify credit
growth as excessive and hence as a boom when the growth rate is twice as high as GDP
growth. Kraft and Jankov (20035), studying credit growth in the early transition period in
Eastern Europe, implicitly refer to a credit boom when annual real credit growth is above
235 percent.

We apply those pragmatic benchmarks for the pre-crisis period for countries where data
is available for the traditional banking as well as for the microfinance sector (Table 3).
The evidence shows that credit growth rates in microfinance passed the benchmarks much
more often than credit growth rates in the traditional banking sector. Moreover, as shown
in Wagner (2012), credit growth rates in the microfinance sector in most countries were
substantially higher than in the traditional banking sector in the pre-crisis period.

2000 2001 2002 2003 2004 2005 2006 2007

Total number of countries 41 45 57 71 77 81 82 82
included in the sample

Number of countries with real 3 3 4 12 15 11 18 29
credit growth in the traditional
banking sector > 25%

Number of countries with real 27 25 41 40 40 41 40 42
credit growth in the microfinance
sector > 25%

Number of countries with real 23 20 30 42 51 57 54 58
credit growth in the traditional

banking sector twice as high as

real GDP growth

Number of countries with real 35 37 50 56 59 68 59 64
credit growth in the microfinance

sector twice as high as real GDP

growth

Table 3: Credit growth — traditional banking sector and microfinance (Source: Wagner/
Winkler (2011))
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However, even if this evidence had been available before the crisis, one could have argued
that microfinance credit growth is benign as it largely reflects a catching-up phenomenon.
Given the lack of access to formal financial sector services for an estimated one or two
billion people (Armenddriz/Morduch 2010), rapid micro credit growth appeared to be sus-
tainable and much more bust-resistant than credit expansion in the traditional banking
sector.!2 Supporting this view, Gonzalez (2010) presents evidence based on data covering
the period 2000-2008 indicating that portfolio quality of MFIs is likely to deteriorate only
when growth rates become extremely high — surpassing 200% p.a. According to Gonza-
lez, the microfinance danger zone starts at credit growth rates of about 60% p.a., with
more caution to be exercised in countries with a high penetration ratio, i.e. where the
number of borrowers from MFIs exceeds 10% of the total population. Overall, the argu-
ment that speed might kill (Kraft/Jankov 2005), i.e. that rapid credit growth might end in
a bust, irrespective of the level of financial development and market penetration, was
severely downplayed.

Already at an early stage of the global financial crisis, however, anecdotal evidence from
practitioners (Centre for the Study of Financial Innovation 2008, Littlefield/Kneiding
2009) indicated that MFIs were strongly affected. Since then, anecdotal evidence has been
increasingly supported by econometric analysis. Di Bella (2011) provides evidence stand-
ing in sharp contrast to earlier results on microfinance being rather decoupled from gener-
al economic cycles. By way of including the data on the crisis years 2008 and 2009, di
Bella finds MFI performance to be significantly correlated with domestic and international
financial and economic conditions. Wagner and Winkler (2012) show that microfinance
has adopted cyclical characteristics of the traditional banking sector. MFIs that recorded
higher credit growth in the boom period, and at the same time were tapping domestic and
international capital markets for funding more aggressively, saw a more pronounced de-
cline in credit growth in the crisis, i.e. in 2008/2009. However, the authors’ results also
indicate that a decline in credit demand contributed to the fall in MFI credit growth in the
crisis period: lower GDP growth in the course of the global recession, food price inflation,
and the decline in remittances represent important factors in explaining the fall in MFI
credit growth in the crisis.

The new vulnerability of microfinance seems to reflect supply and demand factors. But
why have they become more relevant compared to the emerging market crises in the
1990s? Several arguments point to changes in the market environment MFIs and their
clients operate in, and these might explain the decline in crisis resilience.

On the supply side, microfinance institutions (MFIs) are no longer isolated from main-
stream finance because they have increasingly turned to domestic and international capital
markets, commercial banks, and micro investment vehicles for raising funds to foster cred-
it growth (El-Zoghbi et al. 2011). This holds for all institutional types, with the exception
of credit cooperatives. These new funding opportunities that have become available to
MFTIs since the late 1990s certainly have shown their virtues, even in the crisis period, as
there were only few cases of MFIs running into substantial liquidity problems in the
course of the crisis (Gonzalez 2011). However, pre-crisis credit growth would not have

12 In this context, Liitzenkirchen/Weistroffer (2012) refer to the “absurd gap” hypothesis, as it “absurd-
ly” assumes that all people without access to formal financial sector services demand such services, in
particular credit. See also Anand/Rosenberg (2008).
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been possible at the scale observed without the new funding sources. This holds in partic-
ular for the larger and fast growing institutions.

The rising availability of funding was accompanied by rising levels of competition with-
in the sector due to an expansion of existing institutions and networks, and due to the en-
try of new players. Competition has direct implications for the stability properties of the
credit technologies MFIs rely upon. Dynamic incentives, i.e. the prospect of receiving a
new loan when the old one has been fully repaid on time, play a key role in explaining the
low risk costs MFIs incur (Armenddriz/Morduch 2010).'3 However, these incentives only
work in a financial sector environment where the major competitor of an MFI is the infor-
mal financial sector with unreliable and expensive services. While this environment fairly
characterized most microfinance sectors in the 1980s and 1990s, rising competition (Asse-
fa et al. 2010) makes it more difficult to successfully apply these incentives. Clients have
new borrowing alternatives to the MFI they received a loan from as other MFIs offer
loans at similar conditions. Moreover, in a more competitive environment and with finan-
cial inclusion becoming a major goal of many MFIs the conservative credit technologies
were applied in a less rigorous way (Chen et al. 2010), mimicking patterns observed in the
traditional banking sector in boom periods (Arcalean 2007; Jiménez 2008). In addition,
MFIs engaged in substantial hiring efforts to accommodate the pre-crisis credit boom
(Zeitinger 2010). However, inexperienced loan officers have been found to accept riskier
clients (Bebr et al. 2011) adding another dimension of vulnerability to the business model
of MFIs (Centre for the Study of Financial Innovation 2008). The vulnerabilities material-
ized when financial and macroeconomic conditions deteriorated in the wake of the crisis.
As a result, substantial problems of over-indebtedness and multiple borrowing emerged
(Kappel et al. 2011).

Finally, it can be argued that the pre-crisis period of strong growth and catching-up in
many developing and emerging market countries was accompanied by a rising degree of
integration of micro and small businesses into the national economy. While this had been
beneficial to firm growth, it also made those businesses more vulnerable to national and
global financial shocks.!* In addition, some MFIs diverted from the original target group
of (informal) microbusinesses by increasingly turning to (consumer) lending to salaried
workers. However, the latter are by definition highly vulnerable to income shocks, includ-
ing food price inflation, as they lack the flexibility to generate extra income out of which
the loan can be served. Gonzalez (2011) presents evidence indicating that the rise in vul-
nerability largely reflects the experience of MFIs that have engaged in consumer lending.

Overall, existing evidence suggests that microfinance has become more exposed to cred-
it cycle phenomena because over the last decade there have been changes in market condi-
tions in which MFIs and their target group operate. These changes have in common that
they point towards a higher degree of integration; MFIs are more closely integrated into
financial markets, and the target group is more integrated into the domestic economy.
While this has a positive effect on income and growth of MFIs and their clients in good
times, it makes them more vulnerable in crisis times. Furthermore, a rising degree of com-

13 Clients repay because they will have a demand for loans in the future. As long as the MFI is the only
available source for reliable funding at reasonable conditions they will repay in order to avoid search-
ing for funds in the informal financial sector that is less reliable and more expensive.

14  Liitzenkrichen/Weistroffer (2012) report that MFIs serving customers at the upper end of the target
group were most affected by the crisis.
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petition among MFIs has eroded some of the stability enhancing features that characterize
microfinance credit technologies.

5. Summary and conclusions

Microfinance certainly has been the most important instrument in development finance to
foster financial inclusion of poor households and microenterprises. Driven by views argu-
ing that access to finance provides major benefits to the target group in terms of income
and poverty alleviation, microfinance institutions have expanded credit at a rapid pace.
This trend came to an end after the financial crisis marking the first global credit cycle in
the history of microfinance: a credit boom was followed by a severe decline in growth and
portfolio quality.

In this paper we argue that the new vulnerability of microfinance to financial turmoil
does not reflect phenomena observed in subprime lending which triggered the global fi-
nancial crisis. Indeed, microfinance is based on credit technologies that differ fundamen-
tally from those applied in subprime lending. The quality of subprime loans is closely
linked to changes in asset prices, which are volatile and are prone to boom and bust cy-
cles. By contrast, the quality of microfinance is closely linked to the quality of the underly-
ing analysis of borrowers. However, the very goal of fostering financial inclusion has led
to more integration of microfinance into domestic and international financial systems and
raised competition within the microfinance sector. Moreover, the profile of MFI clients
changed due to favourable economic conditions in the pre-crisis period and to a wider def-
inition of the target group MFIs employ. Both trends challenge the relative crisis-resilience
of microfinance observed in the emerging market crises of the 1990s as the new trends un-
dermine some assumptions MFIs have relied upon when lending to the target group:
clients are less constrained by dynamic incentives, and they are more exposed to domestic
shocks while their flexibility to respond to them has declined. Moreover, MFIs themselves
— in an attempt to provide financial access to as many poor households and poor people
as possible — have engaged in lending practices that characterize traditional banking in
boom periods: a reduction of lending standards in an environment characterized by opti-
mism and the expectation of strong growth.

Does this mean that we should turn back the clock and require the industry to refocus
again on target groups that are still relatively isolated from domestic and international
economic developments? Shall we reduce competition among MFIs and roll back their in-
tegration into domestic and international capital markets? We would not want to draw
such conclusions. However, there seems to be a need for adaption to the new business cli-
mate of microfinance. Credit technologies are to be modified, and MFI governance as well
as the organisation of the credit process have to address the new financial stability chal-
lenges microfinance is exposed to. Applying a more conservative view on the sustainability
of credit growth rates would be a first step to signal that the industry has learnt the lesson
which the traditional banking sector had to learn in the past: there can be too much cred-
it. This lesson holds regardless of whether commercial banks fight for market shares or
whether well-intended MFIs aim at fostering financial inclusion.
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